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Overall Economic Crisis Hits Tobacco Production and Cigar ette Demand

The overdl economic problems of Yugodavia— due to 10 years of relative isolation - have negatively
affected the tobacco industry. Low cigarette prices, a shortage of raw materid imports and inputs have
made cigarette production less profitable. One problem hurting both raw tobacco and cigarette
production is the uneven trangition of tobacco enterprises from sate to private ownership. Unclear
ownership laws continue to inhibit investment and reduce efficiencies in the tobacco industry, especidly
on the manufacturing side.

Raw Tobacco Production

Raw tobacco production isflat. The old (Milosavic) government called for an increase in MY 2000
tobacco production by 30 percent, but this forecast was not fulfilled due to the regiona drought.
Estimated tobacco production in MY 2001 is9,200 MT or roughly the same level asthe past three
years. Yugodavia produces burley (50 percent of tota crop); virginia (25 percent) and orientd (25
percent) tobacco. Previous government schemes focused on increasing virginia-type tobacco
production and currently exports of virginia tobacco are prohibited. Orienta tobacco for blending is
aso in short supply due to smaller domestic crops. However, neighboring Balkan countries provide
Y ugodaviawith much of its oriental tobacco needs.

The government has gradudly increased the amount of support to the tobacco producers and
manufacturersin hopes of reviving a hard currency export indusiry. The policies included increasing
government set ceiling prices, production subsidies and favorable credits for purchases of equipment
and inputs -- especidly fertilizer which would boost yields.

The Yugodav Tobacco Industry Association had forecast aM'Y 2000 production increase to the
12,500 MT level. However, regiona drought conditions reduced yieldsto an al timelow of 9,200 MT
despite overdl stable area planted. Only asmdl portion of the tobacco crop isirrigated (in South
SerbiadMoravia). Yieldsand quality in that areawere good last year. The largest MY 2000 |osses
were found in VVojvodinain the virginiaand burley crops. The average sized farm for burley production
is4 hectares (HA), but for virginia-type production, farms average 0.5 HA. Expansonin MY 2001
was seen in increased area planted in only the Srem region of Serbia

Cigarette Production

In MY 2000, Yugodav cigarette production was estimated a 13,400 billion cigarettes which is about
65 percent of domestic use requirements. This production leve is 10 percent lower when compared to
1998 (14,700 billion cigarettes). Cigarette pricesin Yugodavia are some of the lowest in Europe.
Data from December 1999 shows that the cheapest domestic cigarette cost 9 dinars, and the most
expensive cost 17 dinars or between $.04 and $.25 per cigarette at 1999 exchange rates. After the
political changesin the country in late 2000, cigarettes prices jumped by dmost 50 percent. But in
dollar terms, cigarette prices have falen across the board versus last year.
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Retail Pricesof Cigaretteson Serbian Market

Type December 1999 October 2000 June 2001
Loca and imported 9-17 Din/pack 15-35 Din/pack 25-40 din/pack
Serbian/ NA NA 15-35 Din/pack
Montenegrian
Macedonian NA NA 15-30 Din/pack
Sovenian/Croatian NA NA 25-30 Din/pack
West European/ U.S. NA NA 60-135 Din/pack
Note: The exchange rate in June 2001 is 66 Din per one U.S. dollar.

Cigarette factories are forced to import alarge portion of raw tobacco for blending aswell asamogt all
other inputs. Given the low cigarette prices, profit margins in the manufacturing sector are dmost zero.
Factories are seeking to source the cheapest possible tobacco and inputs.  Cigarette producers would
like the government to increase prices, and to receive some support in order to make higher quaity
products.

Taxes

Taxes on cigarettes are fairly low compared to Western Europe and average 40 percent of the retail
price. There are severd types of additiond taxes such as a " check-off" tax of one dinar per pack of
cigarettes which goes for subsides for tobacco production. Relatively low taxes keep cigarette prices
low. However, revenuein the budget is aso reduced. Taxes on imported cigarettes are 30 percent of
the tota import price. Currently, the government has difficulties collecting taxes on imported cigarettes
due to smuggling.

Cigarette Manufacturers

There are four cigarette factoriesin Yugodavia. Two of them arein Serbia (Nisand Vrania), onein
Montenegro (Podgoritza), and one in Kosovo (Ghiliane). The largest and most profitable
manufacturing facility isin Nis with a cgpacity equa of the other combined. Currently, Nisand Vrania
produce cigarettes for the domestic market in Serbia with a population of about 8 million people.

Totd FRY cigarette consumption is estimated a 20 billion cigarettes annually. There are plansfor
building anew factory in VVojvodina to increase domestic manufacturing capacity and fill this shortage.
In the past, Vojvodina used to have two cigarette factories, but they were closed in the 1980s due to
oversupply on the Yugodav market.

The factory in Gniliane produces smdl quantities for the Kosovo market. The factory in Podgoritza
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used to produce about 3-4 billion cigarettes annualy. Currently, production is highly reduced dueto
the lack of export markets. The market insde Montenegro is very smal and exceeds the output of the
factory in Podgoritza. Since 1996, Serbia established specia customs points for checking illegd
imports of cigarettes due to smuggling concerns and in order to collect al due taxes.

Privatization

Many industry observers believe the state tobacco factories should be privatized. Currently, the law
dlows aforeign buyer to purchase a maximum of 49 percent of shares while the state holds 51 percent.
However, unclear ownership and confusing privatization legidation has discouraged outsde investors.

Recently, some large European companies have expressed an interest in buying the cigarette factory in
Nis. To date, however, unclear ownership issues, high number of employees and problemsin
privatization legidation discouraged potentid investors. The cigarette factory in Podgoritza was
"privatized" severa years ago when 46 percent of shares were sold to small share holders, mainly
managers of the factory. The remaining shares are il "state”’ property.

The are two plans for new cigarette facilities. The first oneis a project of Serbian government,
according to which anew cigarette factory should be built in Kragujevac at the previous location of an
automobile company "Zagtava'. The other project isfor an investment of the Croatian cigarette factory
"Ronhil" Rovinj to built a cigarette factory in Novi Sad (Vojvoding). At present, it is not clear how both
investment plans could proceed.
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